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Students’ Department
Edited by H. A. Finney

Note.—The fact that these solutions appear in The Journal of Account
lead readers to assume that they are the official solutions of the
board of examiners. They are merely the expression of the opinion of the
editor of the Students' Department.
ancy should not
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Practice—Part I

6 P. M.

The candidate must answer the first four questions and one other question.
No. 1 (28 points):
Company A owns all the capital stock of company B, consisting of 800
shares of common stock, par value $100 per share.
This stock was acquired by A, January 1, 1924, in exchange for 2,000 shares
of its own 7% preferred stock, par value $100 per share.
At that date the net tangible assets of B, as shown by the balance-sheet, duly
certified, were worth $150,000.
The balances shown by the books of A and B, December 31, 1924, were
respectively as follows:
Company A
Cash $20,000; accounts receivable $75,000, of which $5,000 represents cash
withheld by note brokers to secure the payment of customers’ notes dis
counted by A; notes receivable $90,000, of which $85,000 are secured by chattel
mortgages and of the $85,000 so secured, $50,000 are pledged as security for A’s
bank loans; advances to B $20,000; inventories $80,000; prepaid expenses
$5,000; investments $215,000, of which $200,000 represents A’s investment in
company B; capital assets, less reserves for depreciation, $85,000, including
land & buildings, book value, $60,000 subject to mortgage of $25,000; accounts
payable $50,000 including $5,000 due B; notes payable $60,000, of which
$20,000 represents notes given to B (endorsed and discounted by B) and
$40,000 to banks which are secured by $50,000 notes receivable; accrued items
$4,000; mortgage payable on land & buildings $25,000; capital stock—“A”
preferred (no par value) $90,000, 7% preferred (par value $100 per share)
$300,000, common (no par value) $50,000; surplus $11,000.

Company B
Cash $2,000; accounts receivable $10,000 including $5,000 due from A;
inventories $85,000; prepaid expenses $2,500; machinery & equipment, less
reserves for depreciation, $125,000; trade accounts payable $35,000; notes
payable $25,000 including $15,000 to trade creditors and $10,000 to banks;
advances from A $20,000; capital stock—common (par value $100 per share)
$80,000; surplus $64,500.
It is the practice of company A to pay part of its obligations to company B
with its own customers’ notes duly endorsed; these notes B invariably endorses
and discounts immediately; B also discounts, at once, all notes given by A, as
maker, in payment of its obligations to B.
Company A declared dividends to the amount of $6,000 which had not been
paid nor entered upon the books December 31, 1924. At that date company
A had an unsettled claim against the federal government for taxes overpaid for
the calendar year 1922 in amount $2,000 and B had an outstanding, uncon
tested, additional assessment by the federal government, in amount $1,500 for
the same year. Neither of these items appears on the books.
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At the close of the year A had customers’ unmatured notes under discount,
in amount $45,000, and had endorsed and turned over to B customers’ notes
(due subsequent to December 31,1924) in amount $9,000 as part payment of its
account with B.
Having made an examination of the books of account and records of the two
companies and ascertained that the foregoing data are correct and, further,
having verified the inventories as to quantities, valuations and mathematical
accuracy of extensions and additions and that the items are valued at the lower,
cost or market.
(1 ) Prepare, in columnar form, a consolidated balance-sheet of companies A
and B as at December 31, 1924, showing intercompany eliminations;
(2 ) Prepare a consolidated balance-sheet, as at the same date, with an ap
propriate auditor’s certificate in form for presentation to banks for credit
purposes.

Solution:
Adjustments and Eliminations (See pages 56, 57, 58)
A1. To record, as on Company "A’”s books, the unrecorded dividend, de
clared but unpaid.
A2 . To set up as a contingent asset and a contingent liability the notes re
ceivable endorsed by Company “A” and transferred to Company “B ”
—this entry being as on Company “ A” ’s books.
B2. To set up as a contingent asset and a contingent liability, as on “B”’s
books, the same notes receivable, which have been discounted by
Company “B”.
V. To eliminate this receivable, as on “ B ”'s books against the contingent
liability on “ A’”s books, leaving the contingent asset on “ A” ’s books
and the contingent liability on “B”’s books.

B1. To set up the liability, as on "B”’s books, for additional taxes. This
liability is regarded as existing at the time of the acquisition of the
stock, in determining the true surplus at the date of acquisition to be
eliminated from the investment account.
A3. To restore to Company “A”’s books, the notes receivable discounted
with others than Company “B”, showing the amount both as a con
tingent asset and a contingent liability.

B3. To set up, as on "B”’s books, as a contingent asset and a contingent
liability, the notes receivable received from Company “A” and dis
counted.
VI. To eliminate the notes payable, $20,000, as shown by “A”’s books,
against the notes receivable shown by “B”’s books, leaving the notes
receivable discounted account on “B”’s books, to be carried to the
consolidated balance-sheet column as representing a contingent
liability of Company “ B ” but a positive liability of the two companies
regarded as a unit.
I. To eliminate inter-company accounts receivable and payable.

II. To eliminate inter-company accounts receivable and payable.
III. To eliminate the par value of the capital stock of “B” owned by “A.”
IV. To eliminate the surplus of Company “B” at the date of acquisition,
being the $70,000 stated by the problem, minus $1,500, representing a
decrease in surplus resulting from the establishment of the tax liability.
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“ ”

”

“ ”

C ompany

”

”

”

”

With Company “ B ...............................
With others...................................................
By Company “ B ...........................................
Customers— endorsed by Co. “ A ............
Signed by Company “ A ...........................

By Company “ A ”

“ A ” and S ubsidiary “ B ”

$590,000

200,000

15,000

80,000
5,000
60,000
25,000

50,000
35,000
20,000

$20,000
5,000
70,000
5,000

“A"

Company

$224,500

125,000

5,000
85,000
2,500

5,000

$2,000

“B”

Company

$83,000

9,000 B 2
20,000 B 3

$9,000 A 2
45,000 A 3

Adjustments
Dr.
Cr.

Consolidated balance-sheet working papers, December 31, 1924

Assets
Cash ...........................................................................
Cash— Security for customers’ notes discounted ..
Accounts receivable .................................................
Notes receivable— customers— unsecured ..........
Notes receivable— customers— secured by chattel
mortgage:
Pledged as security for bank loans ................
Free ....................................................................
Advances to Company B ...................................
Advances to Company “ A ...................................
Inventories................................................................
Prepaid expenses......................................................
Land and buildings— less depreciation..................
Other capital assets— less depreciation.................
Machinery and equipment— less depreciation ...
Investments:
Outside ..............................................................
Company B ..................................................
Eliminate book value at date of acquisition:
Capital stock ............................................
Surplus .......................................................
Goodwill........................................................
Notes receivable discounted:

Solution:

III

$202,500

9,000 V
20,000 VI

68,500 IV

80,000

$20,000 II
5,000 I

Eliminations

$695,000

9,000
45,000

61,500 G. W.

15,000

7,500
60,000
25,000
125,000

165,000

35,ooo

50,000

$22,000
5,000
75,000
5>ooo

Consolidated
balance-sheet
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Company “ B ” :
Common— $100 par value ...........................

“ A ” preferred— no par value .................
7% preferred— $100 par value ...................
Common— no par value ..............................

Advances to Company
Capital stock:
Company “ A ” :

“ A ” .......................................................................
“ A ” ...................................

“

Notes payable to banks— unsecured....................
Notes payable — Co. “ A ” — endorsed to and dis
counted by Co. B ” ........................................
Notes payable — trade creditors .............................
Accrued items ...........................................................
Mortgage payable — on land and buildings— Co.

receivable .........................................................

“ ”

90,000
300,000
50,000

25,000

4,000

20,000

40,000

Adjustments forwarded...................................
Accounts payable .....................................................
$45,000
Due Company B .................................................
5,000
Notes payable to banks— secured by $50,000 notes

80,000

20,000

15,000

10,000

$35,ooo

$83,000

80,000

III

20,000 II

20,000 VI

$5,000 I

90,000
300,000
50,000

25,000

4,000

15 ,000

40,000
10,000

$80,000
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C ompany

Liabilities

”
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and

S ubsidiary " B "

”

”

“

”

“

”.
$590,000

$11,000

“A”

Company

$224,500

$64,500

“B”

Company

$90,500

$6,000 A 1
1,500 B 1

$90,500

9,000 B 2
20,000 B 3

1,500 B 1

9,000 A 2

45,000 A 3

$6,000 A 1

Adjustments
Dr.
Cr.

V

$202,500

9,000

$68,500

IV

Eliminations

$695,000

9,000
20,000

1,500

45,000

$5,000 S
5,500 *S
6,000

Consolidated
balance-sheet

Note.— Company “ A ” had, at December 31, 1924, an unsettled claim in the amount of $2,000.00 against the federal government
on account of overpayment of taxes for the year 1922.

“ ”

Surplus:
Company " A .................................................
Company B .................................................
Dividends payable — Company " A .....................
Customers’ notes receivable discounted— Com 
pany A ..........................................................
Customers’ notes receivable— Co. " A ” — endorsed
and discounted by Co. “ B ...........................
Federal taxes payable— Company B ..............
Notes receivable discounted by Company B ” :
Customers— endorsed by Company " A
..
Signed by Company " A ..............................

”
“ ”

"A ”

Consolidated balance-sheet working papers December 31, 1924— Continued
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Company “A” and Subsidiary Company “B”
Consolidated balance-sheet December 31, 1924

_
Assets
Current assets:
Cash:
In banks....................................................
Held by note brokers as security for
notes of customers discounted........

$22,000

5,000
----------

Accounts receivable.....................................
Customers’ notes receivable:
Unsecured.............................................
$5,000
Secured by chattel mortgage:
Pledged as security for bank loans...
50,000
On hand................................................
35>ooo
----------

$27,000
75,ooo

90,000
165,000
---------- $357,000

Inventories
Contingent assets:
Customers’ notes receivable discounted:
By Company “A”...............................
$45,000
Endorsed by Company "A” and discounted by
Company “ B ”..................................
9,000

54,000

Prepaid expenses..................................................
Investments..........................................................
Fixed assets—depreciated book value:
Land and buildings..............................
Machinery and equipment..........................
Other capital assets......................................

7,500
15,000
$60,000
125,000
25,000
----------

Goodwill................................................................

210,000
51,500
$641,000

_

Current liabilities:

Liabilities

Accounts payable...........................................................
Accrued accounts payable............................................
Income tax payable—Company "B”.........................
Dividends payable—Company “A”..........................
Notes payable:
To banks—secured by $50,000 custom
ers’ notes receivable—per contra .... $40,000
To banks—unsecured..............................
10,000
Company “A”’s—endorsed and dis
counted by Company “ B ”.............
20,000
Trade creditors.........................................
15,000

$80,000
4,000
1,500
6,000

85,000
$176,500
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Contingent liabilities:
Customers’ notes receivable discounted:
By Company “A”................................................. $45,000
Endorsed by Company “A” and discounted by
Co. “B”..............................................................
9,000
$54,ooo
Mortgage payable—secured by land and buildings—
Company “A”...................................................................
Capital:

$25,000

Capital stock:
“ A ” preferred—no par value..............................
$90,000
7% preferred—par value $100................................. 300,000
Common—no par value............................................
50,000

Total capital stock................................................. $440,000
Deficit.............................................................................
500

439,500
$641,000

Note.—Company "A” had, at December 31, 1924, an unsettled claim in the
amount of $2,000 against the federal government on account of overpayment
of taxes for the year 1922.
Certificate
We have made an examination of the books and records of Company “A”
and its subsidiary, Company “B”, as of December 31, 1924, and
We hereby certify that, in our opinion, the above balance-sheet correctly
states, as of that date, the combined assets liabilities and net worth of the two
companies.

No. 2 (25 points):
On January 20,1924, the receiver of the Wide-Ray Searchlight Co. gives you
the following statements prepared by the company’s bookkeeper:

The Wide-Ray Searchlight Co.
BALANCE-SHEETS

Assets
Land....................................................................
Buildings—depreciated @ 4% per annum ...
Machinery..........................................................
Cash....................................................................
Accounts receivable...........................................
Raw material—at cost......................................
Material in process—at cost.............................
Finished goods—at cost....................................
Patents................................................................
Deficit.................................................................

December 31
1922
1921
1923
$5,000
$5,000
$5,000
30,000
25,000
27,000
65,000
50,000
60,000
2,100
2,500
2,000
6,000
7,000
5,000
11,000
13,500
12,000
2,000
2,500
1,500
1,100
2,000
1,000
150,000 155,000 157,000
90,000 130,000 160,000

$342,000 $401,100 $442,100
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Liabilities
Capital stock—authorized and issued. . . . .
Loans from officers.......................................
Accounts payable.........................................
Reserve for depreciation, machinery.........

$200,000 $200,000 $200,000
121,000 176,100 197,100
19,000
5,000
6,000
26,000
20,000
15,000

$342,000 $401,100 $442,100
INCOME ACCOUNTS

Sales.....................................................................
Cost of sales (details below).............................

For the years
1922
1921
1923
$50,000 $70,000 $60,000
77,600
89,000
65,000

Gross losses for years.........................................

$15,000

$19,000

$17,600

General and administrative expenses:
Salaries.........................................................
Taxes............................................................
General........................................................
Bad debts....................................................

$7,5oo
1,000
2,500
2,000

$12,500
1,100
4,5oo
4,000

$7,500
1,200
2,500
1,200

$13,000

$22,100

$12,400

$28,000

$41,100

$30,000

Net losses for years............................................

Salaries and general expenses for 1921 and 1923 are 50% for selling; in 1922
they were 75%.
COST OF SALES

Labor.................................................................
Purchases, raw material..................................
Factory overhead:
Engineering expense, supervision...........
Repairs and maintenance........................
Light, heat and power.............................
Depreciation.............................................

For the years
1921
1922
1923
$15,000 $20,000 $16,000
34,8oo
52,700 49,800

3,600
3,000
2,000
5,ooo

3,600
5,000
2,300
5,000

3,600
2,500
2,100
6,000

Changes in inventories, raw materials........... .

63,400
1,200

88,600
1,000

80,000
2,500*

Changes in inventories, goods in process....

64,600
500*

89,600
500*

77,500
1,000

Changes in inventories, finished goods.........

64,100
900

89,100 78,500
900'
100*

Cost of sales, as above.................................

$65,000

$89,000 $77,6oo

In conversation with the receiver and by subsequent investigation, the
following facts are elicited:
The company has been operating seven years and shown a loss each year.
Alfred Jones, a retired banker, is president of the company; he owns 45%
of the capital stock and has advanced one-half of the amount described as
“loans from officers” on the balance-sheets.
* Increases in inventories.
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Walter Williams, a lawyer, was treasurer of the company to the time of his
death, January 10, 1924; he also owned 45% of the capital stock and advanced
the other one-half of the amount described as “loans from officers”.
An agreement is in existence which provides that advances from Jones and
Williams are to be converted into capital stock.
John Hawkins, vice-president, inventor of the Wide-Ray lens and operating
head of the company, owns 10% of the capital stock.
The estate of Walter Williams has put the company into the hands of a
receiver and you are requested to report the results as they affect stock-holders
and creditors upon:

(a) Immediate cessation of operations and disposal of assets.
(b) Continuance of present business until raw material on hand is worked
up and sold; all assets to be disposed of at that time.
(c) What results would probably have been attained in 1923 if certain new
processes and machines, as represented by Hawkins, had been in
operation with all the increased output sold?

Hawkins estimates that if certain machinery, already designed and patented
by him, were installed, breakage could be reduced to 10% and the gross output
of the machines doubled, i. e. 90% of twice the gross output would be salable
in place of 50% of the present gross output by substituting the same number of
new machines for the present equipment. The new machinery would cost
$25,000.
Purchases of optical glass in 1923 amounted to $40,000 and breakage was
50%. Labor on broken and defective lenses amounted to $7,000 while labor on
fittings scrapped amounted to $1,000.
The high manufacturing costs have been due chiefly to breakage of lenses in
the course of manufacture and small output, both due to imperfectly designed
machinery.
Land is appraised at over cost.
Buildings are modern and in good industrial location; 75% of the machinery
is specially built for the company and probably cannot be used in any other
business; 25% of the machinery is standard.
Accounts receivable have been written down consistently and sufficiently.
Accounts payable are current accounts for merchandise.
Patents are entirely on the Wide-Ray lens.
Raw material consists of optical glass cut to special size and shapes $10,000;
sheet metal—copper, nickel plated, standard size sheets $3,500.
A formal report is not required. Statements showing the effect of plans
(a), (b) and (c) with any notes or explanations you think desirable or necessary
will be considered a satisfactory form of solution.
Solution:

The information required for a positive solution of this problem appears to
be lacking in many places, and it is assumed that the examiners did not expect
identical results from all candidates, but rather desired to determine the amount
of intelligence which the candidate could display in making certain necessary
assumptions.
(a) In determining the probable results from an immediate cessation of
operations and disposal of assets, it is necessary to make a number of assump
tions as to unstated realizable values of assets. The agreement as to con
verting the loans from officers into capital stock appears to be final, and in
that case Jones and Williams would have no right to settlement of these ad
vances in priority to their own and Hawkins’s right to pro-rata liquidation of
their capital stock.
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Statement of Estimated Realization and Liquidation
Book values

Land........................................................................
Buildings.................................................................
Machinery..................... .........................................
Cash........................................................................
Accounts receivable...............................................
Raw material..........................................................
Material in process................................................
Finished goods.......................................................
Patents...................... .............................................
Deficit......................................................................

Reserve for depreciation
Accounts payable...........

$5, 000
30, 000
65, 000
2, 100
6, 000
13,500
1, 500
2, 000
157, 000
160, 000

$5,000
30, 000
10, 000 (1)
2, 100
6, 000
8, 500 (2)
1, 000
2, 000

$442, 100

$64, 600

$26, 000
$19, 000

19, 000

Remainder—for liquidation of stock...................
Capital stock...............................
Loans from officers.....................

Estimated

$45, 600

$200,000
197,100
397, 100
$442, 100

(1) As only 25% of the machinery is standard and the remainder probably
can not be used in any other business, the realizable value is estimated at
approximately 25% of the book value of $65,ooo-$26,ooo.
(2) The raw material consists of glass, $10,000, which is valued at one-half
thereof, or $5,000, and metal, $3,500, which is valued at cost.
Other values are arbitrary.
On the basis of the foregoing estimate the three owners would receive
approximately eleven cents on the dollar.
(b) Since the operations of the business have continuously resulted in a
gross loss, there would not appear to be any advantage in continuing the
operations for the purpose of working up the materials. However, this con
clusion is dependent upon the accuracy of the estimated figures for realizable
values of raw materials and goods in process, and since no information is given
in the problem as to the probable realizable value of these assets in their present
condition, there does not appear to be any basis on which a final comparison
can be made as to the relative advisability of an immediate liquidation and a
liquidation accompanied by continued operations.
(c) In estimating what the results would have been in 1923, if Hawkins’s
improved machines had been in operation, it is necessary to know whether the
loss from breakage applies to fittings as well as to glass. If the spoilage of
fittings is 50%, then the improved methods would not require any additional
metals in order to increase the production from 50% to 90%. But if fittings
are not spoiled, it would be necessary to use 9/5 as much metal as that now
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used in order to provide fittings for the additional production of good product,
and 18/5 of the present metal in order to provide for the double capacity.
The problem states specifically that 50% of the glass was broken, and refers
incidentally to “fittings scrapped’’. This seems to indicate that the spoilage
on fittings was probably also 50%. Moreover, if this is not the case, it would
be necessary to know the amount of metal used during the year, in order to
step this amount up to the new requirements. But the amount of metal used
can not be determined because the opening inventory of metal is not stated.
Hence it appears necessary to assume that the spoilage of glass and of metal
are both 50%.
In the following computation the adjusted figures for 1923 include double the
actual material cost, but there is no increase for labor, because it is assumed
that the new machines would be so efficient as to make it possible to produce
twice the former gross output without additional labor. The items of over
head are not changed, with the exception of the item of depreciation, which is
changed from 10% of the present investment of $60,000 in machinery to 10%
of the new investment of $25,000.

Statement of Actual and Estimated Cost of Sales

Year ended December 31, 1923
Actual
Raw material:
Purchases..............................................................
Increase in inventory..........................................
Material used...................................................
Labor.............................................................................
Factory overhead:
Engineering expense—supervision.....................
Repairs and maintenance...................................
Light, heat and power.........................................
Depreciation.........................................................
Goods in process—beginning of year........................

Total..............................................................

Estimated

$49, 800
2, 500
$47,300
16,000

3,600
2,500
2,100
6,000
2, 500

$94,600
16,000
3,600
2,500
2,100
2,500
2,500 (1)

$80, 000 $123, 800 (2)

Goods in process—end of year...................................

1, 500

645 (2)

Cost of finished goods manufactured........................
Finished goods—beginning of year............................

$78,500
1, 100

$123,155
1,100 (1)

Total.............................................................. '..............

$79,600

$124,255

Finished goods—end of year......................................

2, 000

Cost of goods sold.......................................................

$77,600

860 (2)

$123,395

(1) Since it is assumed that the new machines were put in operation at the
beginning of 1923, the cost of goods in process and finished goods at the be
ginning of that year would not have been affected by the change.
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(2) The cost of goods in process at the beginning of the year plus the material,
labor and overhead applied during the year is estimated to be $123,800.
This expenditure would have resulted in the production of 3.6 times as much
finished goods on the assumed basis as on the actual basis, as well as the same
amount of goods in process. The figure, 3.6, is obtained as follows: Actual
production during 1923 was 50%; but the new machines will eliminate break
age sufficiently to raise production to 90%, and they will double the output,
raising the total net output to 180%, or 3.6 times the actual output. Dividing
$123,800 by 3.6 gives $34,400 (approximately) as the expenditure which would
be necessary under the assumed new conditions to produce an output equiva
lent to that produced by an expenditure of $80,000 under the old conditions.
(It may be noted that this is not strictly accurate because it ignores the fact
that the expenditure of $123,800 produces only an equal amount of goods in
process although it produces 3.6 times as much finished goods. This slight
error is not regarded as significant, however, in view of the somewhat arbitrary
nature of many of the other assumptions as to amounts of expenditures.)
Now if goods which actually cost $80,000 in 1923 could have been made for
$34,400, the new cost would have been 43% of the old, and this rate is used in
stepping down the inventories at the end of the year to the revised valuations,
$645 being 43% of $1,500, and $860 being 43% of $2,000.

Estimated Profit-and-Loss Statement
Year ended December 31, 1923
Sales.................................................................................................
Less cost of sales............................................................................

$216,000 (1)
123,395

Gross profit on sales......................................................................
Selling expenses..............................................................................

$92,605
17,280 (2)

Net profit on sales.........................................................................
General expenses............................................................................

$75,325
10,000 (3)

Net profit........................................................................................

$65,325

(1) The sales are 3.6 times $60,000.
(2) The selling expenses during 1923 consisted of salaries, $3,750, and gen
eral, $1,250, or $5,000, or about 8% of the sales. The selling expenses on the
assumed basis are taken as 8% of the sales of $216,000.
(3) The general expenses for 1923 were $7,400. An additional allowance
is made to provide for increased general expenses caused by the increase in
business.
The net investment at the beginning of 1923 consisted of:
Capital stock.......................................................... $200,000
Loans.......................................................................
176,100

Total................................................................
Less deficit..............................................................

$376,100
130,000

Net investment......................................................

$246,100
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On this investment it is estimated that a profit of $65,325 would have been
made.

No. 3 (12 points):
Cost systems, in general, may be divided into two groups:
(a) Those in which costs are obtained by jobs, products or classes of products
and
(b) Those in which costs are obtained for operations and processes.
Describe the salient characteristics of and principal points of difference be
tween the two groups of systems and show how unit costs are attained in each.
Indicate which system is most suitable for the following classes of businesses
noting particularly where one system may be desirable in one department and
a different method applicable in another:

1.
2.
3.
4.
5.
6.
7.
8.
9.
10.

Manufacture of metal novelties.
Foundry.
Machine shop.
Coal mining.
Steamship line.
Stone quarry.
Manufacture of standard sizes of iron pipe.
Brick making.
Pneumatic tire making.
Manufacture of fertilizer.

Solution:
Briefly stated, group (a) includes cost systems whereby the costs of material,
labor and overhead are charged to specific jobs, products or classes of products,
and such systems should be used where each job, product or class of product
differs from other jobs, products or classes of product as to the amounts of any
or all of the three elements of cost. Group (b) includes cost systems in which
the three elements of cost are charged to or classified by operations or processes.
Such systems are applicable to industries in which the units of production re
quire practically the same amounts of material, labor and overhead. Even
in such industries a system of class (a) may be used to determine separate costs
for separate lots of product, unless production is continuous so that it is im
possible to divide the product into lots.
Unit costs, under group (a) are obtained by charging directly to each job,
product or class of product, the cost of material, labor and overhead applicable
thereto. If the lot for which specific costs are thus obtained contains more
than one unit, the unit cost would be determined by dividing the cost of the lot,
or job, by the number of units therein.
Under group (b) systems, the total cost of each operation is determined, and
is divided by the number of units of good product going through the process,
after eliminating from the total cost of the process the estimated cost of the
goods in process. The cost of the good product is then passed on as a charge
to the next process, to which are added the costs of material, labor and over
head applicable to that process; the estimated cost of goods in process is de
ducted, and the remainder divided by the number of units of good finished
product; and so on until the unit cost of the final product passed through all
processes is determined.
Manufacture of metal novelties—both systems are used, but group (a) is
preferable.
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Foundry—group (b) except as to certain departments, such as molding and
core-making
Machine shop—mostly group (a)
Coal mining—group (b)
Steamship line—group (a), assuming that the costs desired are costs per
trip, as each trip would be regarded as a separate job.
Stone quarry—group (b)
Manufacture of standard sizes of iron pipe—group (b) to point where opera
tions for different sizes are separated
Brick making—group (b)
Pneumatic-tire making—group (b) through reduction of rubber and pro
duction of fabric or cord; thereafter group (a)
Manufacture of fertilizer—group (b)
No. 4 (10 points):

The ten stock-holders of a “close” corporation each contributed $2,000 and
invested the $20,000 in bonds for the purpose of converting into cash and
purchasing, at a later period, a larger and more advantageous site for their
plant.
The transaction was duly entered on the books of the company.
When the time arrived for a decision as to change of location, it was agreed
that they should remain where they were and return the bonds, or the equiva
lent, to each of the contributing stockholders.
The officers of the company request your advice as to the proper disposition
of the bonds, as the market value thereof is $10,000 in excess of the value as
recorded on the books. Then, providing the bonds are converted into cash,
they desire the proper entries for the minute book and other records to show
such disposition and to know how the company’s, and each individual’s,
federal income-tax return would be affected by the transactions.
It may be assumed that none of the stock-holders’ returns warranted the
computation of surtaxes.
Solution:

The $2,000 paid in by each of the ten stockholders might conceivably have
been intended as a loan to the company, but as the problem states that each
“contributed ” $2,000 it is assumed that the $20,000 was intended to be treated
as donated surplus. Having become donated surplus, this amount, or the
amount represented by the increased value of the bonds purchased, can be made
available to the stockholders only as dividends. Such dividends must of course
be declared in the usual manner and must be distributed in the ratio of stock
holdings, and it is assumed that the stock is held equally by the ten stock
holders since the contributions were made equally.
The matter of selling the bonds at their increased market value and distribut
ing the proceeds, or, on the other hand, of distributing the bonds themselves,
becomes important from the taxstandpoint. If the bonds are sold, the company
will realize a taxable profit of $10,000. But if the bonds themselves are distribut
ed, the company will have no taxable income, since it did not realize any profit.
The effect on the taxable income of the stockholders is the same whether they
receive the $30,000 in cash as dividends or receive the bonds. In either case,
$30,000 has to be accounted for by the stockholders as income, and is subject to
surtax only, but none of the stockholders has income sufficient to require
computation of surtaxes.
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In view of these considerations, the recommendation should be for the
company to declare a dividend of $20,000, payable in the bonds in question.
The minute book should contain a copy of the resolution of the directors de
claring the dividend, and authorizing its payment in bonds. The entries in
the accounting records would be:

Surplus (or donated surplus)..................................
$20,000
Dividends payable...........................................
$20,000
To record the declaration of a dividend of $—
per share on the capital stock of this company
payable (date) to stockholders of record
(date, in bonds of corporation X, per resolu
tion of the board of directors passed at meet
ing held (date), see minutes, page---- .
Dividends payable...................................................
20,000
Bonds of corporation X..................................
20,000
To record distribution of above described bonds
to stockholders in payment of dividend de
clared (date).

No. 5 (25 points):
In the course of an examination of the accounts of a corporation having two
foreign branches operated through subsidiary companies, the "accounts" of which
are consolidated with those of the parent company, you are given the following
comparative balance-sheets of the two branches, one in Great Britain, the other
in France:
British balance-sheet
1922
Assets
1923
£5,000 £4,500
*Fixed assets...............................................................
20,000 19,500
Current assets...........................................................
1,000
1,000
Deferred charges......................................................

£26,000 £25,000
Liabilities
£8,000 £8,000
Current liabilities.....................................................
5,000
Capital stock.............................................................
5,ooo
13,000 12,000
Surplus......................................................................

£26,000 £25,000
The investment in the capital stock of the British company is carried on the
books of the head office at $24,300 representing the value at the rate of ex
change current at the date of incorporation. The rate of exchange as at the end
of 1922 was 4.50 and at the end of 1923, 4.20.

French balance-sheet

Assets
*Fixed assets..................................................
Current assets...............................................

1923
1922
Fr. 500,000 Fr. 475,000
180,000
160,000
Fr. 680,000 Fr. 635,000

* No additions to fixed assets were made from the date of incorporation to December 31, 1922.
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Liabilities
Current liabilities.......................................
Capital stock.................................................
Surplus...........................................................

Fr. 40,000 Fr. 30,000
600,000 600,000
40,000
5,000
Fr. 680,000 Fr. 635,000

The investment in the capital stock of the French company is carried on
the books of the head office at $114,000, representing the value at the rate of
exchange current at the date of incorporation. The rate of exchange at the end
of 1923 was .04 cents and that of 1922 was .06 cents.
The current liabilities of the foreign corporations include, in the case of the
British company, £1,000 and in that of the French company 5,000 francs, due
to the head office at the end of each year.
The treasurer of the company proposes to convert each item on the 1923
balance-sheet at the rate of exchange current at the close of that year and to
use these figures in preparing the consolidated balance-sheet. The difference
between the value at which the capital stock of the foreign subsidiaries is
carried on the books of the head office and the net worth thus determined, he
proposes to add to the consolidated fixed assets.
Criticise or justify the proposed method of handling these accounts. Ex
plain and illustrate what method, if any, you would consider preferable.
Solution:

The proposal of the treasurer of the corporation to convert each item in the •
1923 balance-sheet at the rate of exchange current at the close of that year,
and to use these figures in preparing the consolidated balance-sheet, is not in
accordance with accepted accounting principles, at least in so far as some of the
items are concerned.
Cost is the accepted basis for carrying fixed assets on the books, and as this
cost was determined by the rate of exchange current at the date or dates of
purchase it is not affected by the subsequent fluctuations in exchange rates.
Current assets, deferred charges, and current liabilities (with the possible
exception of the advances from the holding company) are, however, items
which require statement in terms of current values, and hence should be con
verted at the current exchange rate.
As to the advances from the parent company, two methods are available.
Since the holding company’s books will presumably have an offsetting account
in dollars, the accounts on the subsidiary books may be converted at these
dollar values rather than by using a rate. Or the advances accounts on the
subsidiary books may be converted at the current rate. In that case adjust
ments will be necessary on the parent company’s books to raise or lower the
dollar values thus obtained. The ultimate effect on the consolidated surplus
will be the same in either case. In the problem in question, the dollar balances
of the reciprocal accounts on the parent company’s books are not stated, and
hence, for purposes of illustration, it is assumed that the advances were made
during the year, and the average rates for the year are used in determining the
assumed balances on the parent company’s books.
As to the capital stock and surplus of the subsidiaries, two methods are
available. First, the combined capital stock and surplus may be stated in
dollars as the difference between the assets and liabilities after conversion; or
the capital stock may be converted at the dollar cost as shown by the parent
company’s books. In that case the surplus will be the balancing dollar figure.
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In the latter case it is obvious that the increase or decrease of surplus (after
allowance for dividends) will be the resultant of two items, namely, the profit
or loss from operations and the profit or loss from fluctuations in the rate of
exchange.
The treasurer’s proposal is also wrong in another particular: the proposed
treatment of the fixed asset accounts as a dumping ground for the difference
between the dollar values of the net assets and the cost of the original invest
ment. This difference is surplus or deficit and should be so shown.
The different results obtained by the treasurer’s proposed method and that
outlined above, are shown by the following statements:

British Branch balance-sheet
Converted in accordance with treasurer's plan December 31, 1923

Pounds

Dollars
(4.20)

£ 4,500
500
20,000
1,000

$18,900
2,100
84,000
4,200

£26,000

$109,200

To parent company...................................
To others.....................................................

£ 1,000
7,000

$4,200
29,400

Capital:
Stock............................................................
Surplus........................................................

5,000
13,000

21,000
54,6oo

£26,000

:$109, 200

Assets
Fixed assets:

At date of incorporation...........................
Additions during 1923...............................
Current assets....................................................
Deferred charges................................................

Liabilities
Current liabilities:

French balance-sheet

Converted in accordance with treasurer’s plan December 31, 1923
Francs

Assets

Dollars
(•04)

Fixed assets:

At date of incorporation...........................
Additions during 1923...............................
Current assets....................................................

Fr. 475,000 $19,000
25,000
1,000
180,000
7,200

Fr. 680,000 $27,200
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Liabilities

Current liabilities:
5,000
35,000

$200
1,400

600,000
40,000

24,000
1,600

Fr.

To parent company...................................
To others.....................................................
Capital:

Stock............................................................
Surplus........................................................

Fr. 680,000 $27,200
In the following consolidated working papers, the inter-company accounts on
the parent company’s books are valued in dollars at the average rate for the
year. This is of course purely arbitrary and is not essential to a solution of the
problem, but it seemed desirable to place a dollar balance for each of these
accounts in the consolidated working papers in order to show the procedure of
making eliminations.
It will be noted that by the treasurer’s proposed method there will be two
items, $200 and $37,100, or an aggregate of $37,300, to be added to the con
solidated fixed assets. This means the capitalizing of a deficit, which would be
contrary to the accounting principles to be observed in the preparation of
consolidated balance-sheets. Any deficits of subsidiaries resulting from opera
tions or from fluctuations in exchange should be deducted from the parent
company’s surplus in determining the surplus of the consolidation.

British balance-sheet
Correctly converted December 31, 1923

Pounds

Assets

Rate

Dollars

Fixed assets:

£4,500
500
20,000
1,000

At date of incorporation
Acquired during 1923. .
Current assets.......................
Deferred charges...................

4.86 (a)
4-35 (b)
4.20 (c)
4.20

$21,870
2,175
84,000
4,200
$112,245

£26,000
Liabilities

Current liabilities:
£1,000
7,000

To parent company
To others...............
Capital:
Stock..
Surplus

5,000
13,000

£26,000
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(d)

4.20

(e)

$4,350
29,400

78,495

$112,245

$24,300
114,000
4,350
250

Investment in stock of British company ....................................
Investment in stock of French company ....................................
Due from British company ..........................................................
Due from French company ..........................................................
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* Indicates

red.

Surplus....................................................................................

s tock .......................................................................................

Capital:

Liabilities
Current liabilities:
To parent company ...............................................................
T o others................................................................................

Fixed assets:
At date of incorporation.......................................................
Acquired during 1923............................................................
Current assets ................................................................................
Deferred charges ............................................................................

American
company

Assets

December 31, 1923

1,600
$27,200

$109,200

1,400

$200

$27,200

$19,000
1,000
7,200

French
company

54,600

2 , 000

$4,200
29,400

$109,200

$18,900
2,100
84,000
4,200

British
company

Consolidated Working Papers

$142,900

138,300(A)

$4,600 (B)

$142,900

250(B)

$24,300 (A)
114,000 (A)
4,350 (B)

Eliminations

37,100*

$200*
30,800

4,200

$37,90o
3 ,100
91,200

Consolidated
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Rates
Rate at date of incorporation and acquisition of fixed assets ($24,300÷5,000)
(b) 4-35 Assumed to be the rate at the date of acquisition during 1923, being
the average of the rates at the end of 1922 and end of 1923.
(c) 4.20 Current rate, December 31, 1923
(d)
Converted at amount assumed to be shown on parent company’s
books. Assuming that the contra account on the parent com
pany’s books shows a balance of $4,350, the difference between
this amount and the current exchange value of $4,200 must in
some way affect the consolidated surplus as a decrease. By
making the conversion, as above, at 4.35, the liabilities of the
branch are increased $150 over the current rate valuation, and
the branch surplus is correspondingly decreased, thus resulting
in the necessary decrease in the consolidated surplus. If, on the
other hand, the liability to the parent company is converted at the
current rate, the contra account on the parent company’s books
will have to be reduced from $4,350 to $4,200, thus again causing
a charge of $150 against the consolidated surplus. In the first
case the decrease in the consolidated surplus comes through the
subsidiary’s books; in the second case it comes through the
parent company’s books.
(e) Sufficient to balance the dollar columns.

(a) 4.86

French balance-sheet
Correctly converted December 31,1923

Assets
Fixed assets:
At date of incorporation.................
Additions during 1923.....................
Current assets.............................................

Liabilities
Current liabilities:
To parent company...........................
To others.............................................
Capital:
Stock............................ . .....................
Surplus................................................

Rate

Dollars

Fr. 475,000 .19(a)
25,000 .05 (b)
180,000 .04 (c)

$90,250
1,250
7,600

Fr. 680,000

$99,100

Francs

Fr.

5,000
35,000

600,000
40,000
Fr. 680,000

$250
1,400
97,450
$99,100

Rates
Rate at date of incorporation and acquisition of fixed assets ($114,
000÷600,000)
.05 Assumed to be average rate for year.
.04 Current rate, December 31, 1923.
Converted at assumed balance on parent company's books.
Sufficient to balance.

(a) .19

(b)
(c)
(d)
(e)

.05 (d)
.04
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